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Hedge Funds Draw Insider Scrutiny 

By JENNY ANDERSON
In early March, executives from Movie Gallery, a big movie rental chain, held a private conference call for their lenders to talk about how disastrous 2005 had been for the company. A string of Hollywood flops had kept customers away. More people were recording movies from television instead of renting them from a store. The executives said they needed more time to fix the problems, which included more than $1 billion in debt.

Most of the roughly 200 lenders were not bankers, but hedge funds. And what they heard was supposed to be confidential: it was inside information, as valuable to investors as a tip about an imminent takeover.

During the next two days, though, Movie Gallery’s shares were heavily traded, and its stock plummeted 25 percent. 

A coincidence? Regulators are not so sure. The Securities and Exchange Commission is now looking into whether any of the hedge funds on the private call with Movie Gallery took their inside knowledge of the company’s struggles and traded on it. Movie Gallery announced earnings results to the public nearly two weeks after the private conference call.

The Movie Gallery case provides a window onto the growing power of hedge funds in financial markets, and raises questions about their role in how information flows on Wall Street. Hedge funds have become a dominant force in the New York and London stock exchanges, and now account for roughly half of all trading in those markets. But they also have recently become major players in the more opaque debt market, which includes bonds as well as loans, and is more than one and a half times as big as the stock market.

“If hedge funds are privy to inside information and they invest in different securities all over the capital structure, this raises lots of concerns” said Alistaire Bambach, assistant director for the Northeast regional office of the S.E.C. She declined to comment on any open investigation.

The power shift in the loan market has prompted the trade association for lenders to develop new guidelines, to be announced today, governing how confidential and material — meaning potentially market-moving — nonpublic information is used. 

“There are laws against insider trading: you can’t trade securities on the basis of material nonpublic information,” said Elliot Ganz, general counsel of the industry group, the Loan Syndications and Trading Association. That goes for hedge funds as well as any other entity that owns or trades loans. 

Lending was once a clubby world dominated by banks, which are highly regulated and go to great lengths to separate their various lines of businesses. To keep bankers from possibly sharing inside information with traders, some banks even separate their divisions on different floors and use coded identification tags to restrict access. 

But hedge funds, which do not generally face such strict regulatory oversight, tend to be smaller than banks and have fewer information barriers. At some funds, the person trading loans, who may have access to confidential information, often sits next to the person trading the bonds — or, in some cases, may be the same person. 

“You can’t put an ethical wall down the middle of someone’s brain,” said Herbert F. Bohnet, a lawyer at Ropes & Gray who represents hedge funds.

Many hedge funds have put in place information barriers to guard against trading on inside information. Silver Point, a $6 billion hedge fund focused on investing in various kinds of debt, physically separates the people who have inside information from those who do not, among other measures. “Silver Point has a sophisticated information barrier,” said Adam Weiner, a spokesman for the fund.

Some funds choose to restrict their trading. For example, Highland Capital Management, a $28.5 billion investment management firm that operates hedge funds, and Silver Point each say that when their public side receives any nonpublic information about a company, it restricts itself from trading any securities in that company. Other funds, to avoid even the appearance of having a trading edge, simply opt to receive only public information. 

The hedge fund business has exploded in recent years, with more than 9,000 funds now managing more than $1.2 trillion for pension funds, endowments and wealthy individuals. Part of the appeal to these sophisticated investors is the funds’ greater freedom to bet on different markets, including exotic and risky investments. Many institutional investors use them to diversify their portfolios.

These funds are paid enormous fees — typically, 2 percent of the assets they manage and 20 percent of the profits — for the bets they make that pay off. 

Searching for different returns from the stock and bond markets, hedge funds found fertile ground in the loan market. Institutions, including hedge funds, bought $224 billion of loans in 2005, compared with $50 billion in 2000, according to Reuters Loan Pricing Corporation. The percentage owned strictly by hedge funds is not known.

When a public company takes out a loan, it generally agrees to provide the lender with certain information, sometimes including monthly financial updates. Investors in a public company’s stock or bonds, by contrast, receive only quarterly reports. 

If a company is considering whether to refinance debt or secure financing for a merger or acquisition, it may share those intentions with lenders. If a company is having problems that threaten to break the terms of its loans, it has to disclose that to its lenders, too.

As part of their role as lenders, hedge funds have also grown prominent in corporate bankruptcies, where they can make a cheap bet on a company’s recovery by buying its debt. By owning the debt, they can become powerful creditors and serve on committees that have a large say in the future of a company. 

“Hedge funds have become a dynamic force in Chapter 11 cases,” said Harvey R. Miller, vice chairman at Greenhill & Company and the former head of the bankruptcy and reorganization group at Weil, Gotshal & Manges. “Where you used to have a syndicate of banks, today you have a syndicate that is mostly hedge funds, and it would appear they have different objectives than a syndicate of banks used to have. Their horizons are much shorter.”

Hedge funds have come to dominate certain riskier segments of corporate lending, including the second-lien loan market. In this market, if a borrower defaults, the primary lender gets repaid before the secondary lender; in exchange for shouldering this risk, that second-lien lender earns a higher interest rate from the borrower. In the first half of this year, companies borrowed $12.4 billion in second-lien loans, an increase of 195 percent over the same period in 2003, according to Reuters L.P.C.

A number of hedge funds are particularly active in extending and trading loans, including Highland Capital Management, Canyon Capital and Silver Point Capital. All three funds owned part of Movie Gallery’s loans, though each of them said they were not on the March 6 private conference call.

Determining whether any of Movie Gallery’s loan holders misused information will be difficult. The company’s stock had been volatile in the months before the private call because of the expensive acquisition of the Hollywood Entertainment movie rental chain. New technologies such as video-on-demand also worried many investors, as did the growth of DVD sales by discount retailers such as Wal-Mart.

Still, the trading patterns were unusual. Movie Gallery held two conference calls on March 6: one for lenders who agreed to receive only public information, and one for those who receive private information.

The next day, the price of its bonds fell to $63, from $65, and the stock dropped 5 percent, to $3.11. That evening, Debtwire, a subscription-only news service for debt-market traders, published some of the contents of the private meeting, attributing it to people who had been on the call. The next day, the bonds fell almost 10 percent and the stock more than 20 percent. 

The situation at Movie Gallery raises tougher questions for regulators than more typical trades on inside information, such as someone getting wind of a big merger before it happens. Did the private information from the call become “public” once it has been released over Debtwire? Trading on public information is, of course, perfectly legal.

Movie Gallery, meanwhile, has hired advisers to help turn itself around. Its stock closed at $2.17 on Friday, down 73 percent from its closing price a year ago. Andrew Siegel, a spokesman for Movie Gallery, declined to comment.

As much as the S.E.C. is trying to root out instances of actual insider trading, it is also scrutinizing the broader issue of how companies manage the information they have access to as debt holders. In one case in 2005, for example, the S.E.C. sued Van D. Greenfield and his fund, Blue River Capital, accusing them of using fake trades to secure a position on the WorldCom creditors committee. That position enabled him to get inside information while his fund continued to trade in the securities of the company.

While the S.E.C. did not charge the fund with insider trading, it accused Blue River Capital of failing to have information barriers in place to prevent the misuse of such information.

Blue River withdrew its registration as a securities dealer and now operates as a private investment vehicle for the people who run it, according to Arthur S. Linker, Mr. Greenfield’s lawyer. Mr. Greenfield settled the case last year without admitting or denying guilt and, through his lawyer, declined to comment. 

Mr. Miller of Greenhill said that the issue of managing secrets was a serious one for the industry. Walls may be in place, but people still run into each other outside the walls. “It is hard to be foolproof,” he said.

